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INTRODUCTION

This document,* is a report of the staff of the Joint Committee on Taxation (“Joint
Committee staff”) in connection with a study of the overall state of the Federal tax system. This
report is being transmitted, as required under section 8022(3)(B) of the Internal Revenue Code of
1986, to the House Committee on Ways and Means and the Senate Committee on Finance.

Under section 8022(3)(B), the Joint Committee staff is required to report at least once each
Congress on the overall state of the Federal tax system and to make recommendations with
respect to possible ssmplification proposals and other matters relating to the administration of the
Federal tax system.?

The Joint Committee staff is publishing this study in three volumes. Volume | of this
study contains Part One (Executive Summary and Joint Committee on Taxation Staff Study
Mandate and Methodology), Part Two (Overall State of the Federal Tax System), and four
Appendices (Academic Advisorsto the Joint Committee on Taxation, Tax Policy Advisorsto the
Joint Committee on Taxation, Genera Accounting Office Materials, and Congressional Research
Service Materials). Volume Il of this study contains Part Three (Recommendations of the Joint
Committee on Taxation Staff to Simplify the Federal Tax System). Volume 1l of this study
contains papers relating to simplification submitted to the Joint Committee on Taxation by tax
scholars in connection with the study.

! This document may be cited as follows: Joint Committee on Taxation, Study of the
Overall Sate of the Federal Tax System and Recommendations for Smplification, Pursuant to
Section 8022(3)(B) of the Internal Revenue Code of 1986 (JCS-3-01), April 2001.

2 Section 8022(3)(B) was added by section 4002(a) of the Internal Revenue Service
Restructuring and Reform Act of 1998.



PART THREE.--RECOMMENDATIONS OF THE STAFF OF THE JOINT
COMMITTEE ON TAXATION TO SSIMPLIFY THE FEDERAL TAX SYSTEM

|. ALTERNATIVE MINIMUM TAX
A. Background

The minimum tax was originally enacted to cutback tax benefits derived from exclusions,
deductions and credits that were given preferential tax treatment (known as tax preferences), but
has evolved into a completely separate, alternative tax regime within the Federal income tax.
Individuals, trusts, estates, and corporations generally must compute their Federal income tax
two ways -- first, to determine regular income tax liability, and then a second time to determine
minimum tax liability. Although ataxpayer ultimately may not have a minimum tax liability,
many taxpayers must make the computation to determine if they do. In addition, the alternative
minimum tax regime can limit the benefits of various deductions and credits, even though the
taxpayer ultimately does not have a minimum tax liability. Thus, the aternative minimum tax
regime affects many more taxpayers than the taxpayers that actualy pay a minimum tax.

The concept of aminimum tax was enacted as part of the Tax Reform Act of 1969 (the
“1969 Act”). The 1969 Act provided for an “add-on” minimum tax at arate of 10 percent
applied to a specified list of tax preferences,® minus an exemption amount (generally $30,000).
The add-on minimum tax was added to the taxpayer’ s regular income tax in determining the
amount of income tax owed by the taxpayer. The purpose of the minimum tax was described as
follows.

The prior treatment imposed no limit on the amount of income which an

individua or corporation could exclude from tax as the result of various tax
preferences. Asaresult, there were large variations in the tax burdens placed on
individuals or corporations with similar economic incomes ... . [l]ndividuals or
corporations which received the bulk of their income from such sources as capital
gainsor were in a position to benefit from ... tax-preferred activities tended to
pay relatively low rates of tax. In fact, many individuas with high incomes who
could benefit from these provisions paid lower effective rates of tax than many
individuals with modest incomes. In extreme cases, individuals enjoyed large
economic incomes without paying any tax at all. ... Similarly, anumber of large

! Theitems of tax preferences that were subjected to the 10 percent add-on minimum tax
included: (1) excess investment interest income; (2) accel erated depreciation on persona
property; (3) accelerated depreciation on real property; (4) amortizations of rehabilitation
expenditures; (5) amortization of certified pollution control facilities; (6) amortization of railroad
rolling stock; (7) tax benefits from stock options; (8) bad debt deductions of financial
institutions; (9) depletion; and (10) the deduction for capital gains.



corporations paid either no tax at all or taxes which represented very low effective
rates.?

The Tax Reform Act of 1976 (the “1976 Act”) modified the add-on minimum tax to
expand the items of tax preference,” increase the tax rate to 15 percent, and reduce the exemption
amount. The purpose of the modifications to the minimum tax was described as follows.

The minimum tax was enacted in the Tax Reform Act of 1969 in order to make
sure that at least some minimum tax was paid on tax preference items, especialy
in the case of high-income persons who were not paying their fair share of taxes.
However, the previous minimum tax did not adequately accomplish these goals,
so the Act contains a substantial revision of the minimum tax for individualsto
achieve this objective. ... Congressintended these changes to raise the effective
tax rate on tax preference items, especially for high-income individuals who are
paying little or no regular income tax.*

Congress believed that, asin the case of individuals, it was appropriate to raise the
effective tax rate on corporate tax preferences subject to the minimum tax.>

The Revenue Act of 1978 (the 1978 Act”) restructured the minimum tax into two taxes
for individuals. The add-on minimum tax was retained for all tax preferences except with
respect to the capital gains deduction and excess itemized deductions. A new aternative
minimum tax was established to adjust the taxpayer’s income for these two items.® The
alternative minimum tax applied a three-tier rate schedule (10 to 25 percent) to alternative
minimum taxable income in excess of $20,000. Refundable tax credits and foreign tax credits
were the only tax credits alowed in computing the aternative minimum tax. If the taxpayer’s
alternative minimum tax exceeded the taxpayer’ s regular tax plus the add-on minimum tax, the
greater aternative minimum tax would be payable. The purpose of the minimum tax
restructuring was described as follows.

2 Joint Committee on Taxation, General Explanation of the Tax Reform Act of 1969
(JCS-16-70), December 3, 1970, at 105.

% The items of tax preference added by the 1976 Act include: (1) certain itemized
deductions in excess of 60 percent of adjusted gross income; (2) intangible drilling costs; and (3)
accelerated depreciation on leased personal property. The 1976 Act also removed timber capital
gainsfrom the list of tax preferences for corporations.

* Joint Committee on Taxation, General Explanation of the Tax Reform Act of 1976
(JCS-33-76), December 29, 1976, at 105.

51d. at 107.

® In computing alternative minimum taxable income, itemized deductions in excess of 60
percent of modified adjusted gross income generally were disallowed. Certain itemized
deductions (medical, casualty, State and local taxes, and estate tax on income in respect of a
decedent) were allowed.



The Congress believes that, in the case of capita gains, the present minimum tax
has adversely affected capital formation and that the purpose for which the
present minimum tax was enacted can be accomplished better, in the case of
capital gains, by the implementation of an aternative minimum tax on capital
gains which would be payable only to the extent it exceeds an individual’s regular
tax liability. By eliminating capital gains as an item of tax preference under the
present minimum tax, and by enacting an alternative minimum tax applicable to
capital gains and adjusted itemized deductions, the Congress anticipates that
capital formation will be facilitated, and every individual will pay at least a
reasonable minimum amount of tax with respect to large capital gains.

While the Congress believes that it is appropriate to substitute an alternative
minimum tax for the present minimum tax in the case of capita gainsand

adjusted itemized deductions, it also believes that the present minimum tax should
be retained in the case of the other items of tax preference.

... The aternative minimum tax rates rise to a maximum of 25 percent for those
persons with incomes ... exceeding $100,000. Thus, taxpayers paying high
regular taxes (i.e., approaching, or in excess of, 25 percent of very large incomes)
generaly will not be subject to any aternative minimum tax, and they thus will
have no disincentive, attributable to the minimum tax, for making capital gain
investments. However, the provision will insure that those high income
individuals currently paying low regular taxes and realizing large capital gains
will pay substantially more tax in the future.”

Thus, the current structure of the alternative minimum tax was introduced in 1978.

The Tax Equity and Fiscal Responsibility Act of 1982 (the “1982 Act”) expanded the
alternative minimum tax and repealed the add-on minimum tax for individuals® The tax
preferences that had been subject to the add-on minimum tax became tax preferences for
computing the aternative minimum tax. Thetax preference for excess itemized deductions was
repealed, but only certain itemized deductions were allowed in computing the alternative
minimum tax.® The 1982 Act increased the exemption from $20,000 to $30,000 ($40,000 for
married individuals filing ajoint return). The purpose of the minimum tax changes was
described as follows.

7 Joint Committee on Taxation, General Explanation of the Revenue Act of 1978 (JCS-7-
79), March 12, 1979, at 261-262.

8 The add-on minimum tax continued to apply to corporations until 1987.

® These itemized deductions included: (1) medical expensesin excess of 10 percent of
adjusted grossincome; (2) interest on indebtedness in connection with the acquisition,
construction, or substantia rehabilitation of a principal residence; (3) other interest expense to
the extent of net investment income; (4) casualty losses; (5) wagering losses; (6) charitable
contributions; and (7) estate tax on income in respect of a decedent.



Congress amended the present minimum tax provisions applying to individuals
with one overriding objective: no taxpayer with substantial economic income
should be able to avoid all tax liability by using exclusions, deductions and
credits. Although these provisions provide incentives for worthy goals, they
become counterproductive when individuals are allowed to use them to avoid
virtually al tax liability. The ability of high-income individualsto pay little or no
tax undermines respect for the entire tax system and, thus, for the incentive
provisions themselves. Therefore, Congress provided an alternative minimum tax
which was intended to insure that, when an individua’ s ability to pay taxesis
measured by a broad-based concept of income, a measure which can be reduced
by only afew of the incentive provisions, tax liability is at least a minimum
percentage of that broad measure. The only deductions alowed, other than costs
of producing income, are for important personal or unavoidable expenditures
(housing interest, medical expenses and casualty losses) or for charitable
contributions, the deduction of which isaready limited to a percentage of
adjusted gross income.

The changes in the minimum tax also simplify the taxpayer’ s computations, since
the present law add-on minimum tax isrepealed. This change actually provides
tax reductions for some middle-income taxpayers who pay a minimum tax on
some preference income but aso have substantial amounts of non-preference
income. By adding all preferencesinto the base of the alternative minimum tax
and focusing the minimum tax on high income individuas, the provision
increases tax liability only for income classes of taxpayers with over $50,000 of
income.

The Tax Reform Act of 1986 (the “1986 Act”) further modified the minimum tax
provisions of the Code by expanding the base of the aternative minimum tax for individuals,
replacing the 15-percent add-on minimum tax for corporations with a broad-based alternative
minimum tax, and making various structural changes. For individuals, the three-tier rate
schedule was replaced with a single rate of 21 percent. For corporations, the alternative
minimum tax rate was set at 20 percent. The general purpose of the modifications was described
asfollows.

Congress viewed the minimum taxes under prior law as not adequately addressing
the problem, principally for two reasons. First, the corporate minimum tax, asan
add-on rather than an alternative tax, was not designed to define a comprehensive
income base. Second, the prior law minimum taxes did not sufficiently approach
the measurement of economic income. By leaving out many important tax
preferences, or defining preferences overly narrowly, the individual and corporate

10 J0int Committee on Taxation, General Explanation of the Revenue Provisions of the
Tax Equity and Fiscal Responsibility Act of 1982 (JCS-38-82), December 31, 1982, at 17-18.



minimum taxes permitted some taxpayers with substantial economic incomes to
report little or no minimum taxable income and thus to avoid all liability.™

In addition, the 1986 Act made significant changesto the regular income tax. For
individuals, many tax preferences were reduced or eliminated and tax shelters were significantly
curtailed by the enactment of the passive loss limitations. Individual regular income tax rates (of
up to 50 percent) were replaced with atwo-tier schedule of 15 and 28 percent. Similarly, for
corporations, many tax preferences and special deductions or credits were reduced or eliminated
and the top income tax rate was reduced from 46 percent to 34 percent.

The aternative minimum tax rates for individuals were increased to 24 percent by the
Omnibus Budget Reconciliation Act of 1990. A two-tier rate structure for individuals (with 26
percent and 28 percent rates) was enacted by the Omnibus Budget Reconciliation Act of 1993.

The Taxpayer Relief Act of 1997 (the “1997 Act”) repealed the alternative minimum tax
for small corporations (generally with average annual gross receipts under $7.5 million) and
cutback on the tax preference for depreciation.” The purpose of these changes was described as
follows.

The Congress believed that the aternative minimum tax inhibits capital formation
and business enterprise. Therefore, the Act modified the depreciation adjustment
of the dternative minimum tax (the most significant business-related adjustment
of the dternative minimum tax) with respect to new investments. In addition, the
Congress believed that the alternative minimum tax is administratively complex.
Therefore, the Act repealed the alternative minimum tax for small corporations.™

The Taxpayer Relief Act of 1999, as passed by Congress, would have phased out and
repealed the individual aternative minimum tax. The bill was vetoed by President Clinton.*

1 Joint Committee on Taxation, General Explanation of the Tax Reform Act of 1986
(JCS-10-87), May 4, 1987, at 432-33.

121n addition, the 1997 Act repealed the alternative minimum tax adjustment for farmers
using the installment method of accounting.

3J0int Committee on Taxation, General Explanation of Tax Legislation Enacted in 1997
(JCS-23-97), December 17, 1997, at 60.

¥ H.R. 2488, 106™ Cong, Ist Sess.



B. Present Law

I ndividual Alternative Minimum Tax

In general

Present law imposes an aternative minimum tax on an individua to the extent the
taxpayer's tentative minimum tax liability exceeds his or her regular tax liability.” The tentative
minimum tax liability is computed for individuals at rates of (1) 26 percent on the first $175,000
of aternative minimum taxable income in excess of a phased-out exemption amount and (2) 28
percent on the amount in excess of $175,000. The exemption amounts are $45,000 in the case of
married individuals filing ajoint return and surviving spouses; $33,750 in the case of other
unmarried individuas; and $22,500 in the case of married individuals filing a separate return,
estates, and trusts. These exemption amounts are phased out by an amount equal to 25 percent of
the amount that the individual's aternative minimum taxable income exceeds a threshold amount
($150,000 for married individuals filing ajoint return and surviving spouses; $112,500 for
unmarried individuals, and $75,000 for married individuals filing a separate return, estates, and
trusts). The exemption amounts, the threshold phase-out amounts, and the $175,000 rate bracket
amount are not indexed for inflation. The lower capital gains rates applicable to the regular tax
also apply for purposes of the alternative minimum tax.

Alternative minimum taxable income is the taxpayer's taxable income increased by
certain preference items and adjusted by determining the tax treatment of certain itemsin a
manner that negates the deferral of income resulting from the regular tax treatment of those
items.

With certain exceptions discussed below, nonrefundabl e tax credits may not reduce an
individual’ s tax liability below tentative minimum tax liability.

Preferenceitemsin computing alter native taxable income

The minimum tax preference items® for individuals are:

(D The excess of the deduction for percentage depletion over the adjusted basis of
mineral property at the end of the taxable year."

2 The amount by which excess intangible drilling costs arising in the taxable year
exceed 65 percent of the net income from ail, gas, and geothermal properties.’®

B Gec, 55.
16 gec. 57.

Y This preference does not apply to percentage depletion allowed with respect to oil and
gas properties.



(3)

(4)

(5)

Tax-exempt interest income on private activity bonds (other than qualified
501(c)(3) bonds) issued after August 7, 1986.

Accelerated depreciation or amortization on certain property placed in service
before January 1, 1987.

Forty-two percent of the amount excluded from income under section 1202
(relating to gains on the sale of certain small business stock).

In addition, losses from any tax shelter farm activity or passive activity are not taken into
account in computing alternative minimum taxable income.™

Adjustmentsin computing alter native minimum taxable income

The adjustments® that individuals must make to compute alternative minimum taxable

income are:

(1)

(2)

(3)

(4)

Depreciation on property placed in service after 1986 and before January 1, 1999,
must be computed by using the generally longer class lives prescribed by the
alternative depreciation system of section 168(g) and either (a) the straight-line
method in the case of property subject to the straight-line method under the

regular tax or (b) the 150-percent declining balance method in the case of other
property. Depreciation on property placed in service after December 31, 1998, is
computed by using the regular tax recovery periods and the aternative minimum
tax methods described in the previous sentence.

Mining exploration and devel opment costs must be capitalized and amortized
over a 10-year period.

Taxable income from along-term contract (other than a home construction
contract) must be computed using the percentage of completion method of
accounting.

The amortization deduction allowed for pollution control facilities placed in
service before January 1, 1999 (generally determined using 60-month
amortization for a portion of the cost of the facility under the regular tax), must be
calculated under the aternative depreciation system (generally, using longer class
lives and the straight-line method). The amortization deduction allowed for

18 This preference does not apply to independent producers to the extent the producer's
aternative minimum taxable income is reduced by 40 percent or less without regard to the

preference.

9" After enactment of the passive activity loss limitations by the 1986 Act, these
provisions have little application and generally are considered to be deadwood.

2 Sec, 56.



pollution control facilities placed in service after December 31, 1998, is
calculated using the regular tax recovery periods and the straight-line method.

5) Miscellaneous itemized deductions are not allowed.

(6) Deductions for State, local, and foreign real property taxes, State and local
personal property taxes; and State, local, and foreign income, war profits, and
excess profits taxes are not allowed.

@) Medical expenses are allowed only to the extent they exceed ten percent of the
taxpayer's adjusted gross income.

(8 Standard deductions and personal exemptions are not allowed.

(9 The amount allowable as a deduction for circulation expenditures must be
capitalized and amortized over a 3-year period.

(10) The amount allowable as a deduction for research and experimentation
expenditures must be capitalized and amortized over a 10-year period.?

(11) The specid regular tax rules relating to incentive stock options do not apply.
Other rules

The combination of the taxpayer's net operating loss carryover and foreign tax credits
cannot reduce the taxpayer's aternative minimum tax liability by more than 90 percent of the
amount determined without these items.

The various nonrefundable tax credits generally may not reduce an individua's regular
tax liability below tentative minimum tax.? However, for taxable years beginning in 2000 and
2001 the nonrefundable personal tax credits (i.e., the dependent care credit, the credit for elderly
and disabled, the adoption credit, the child credit, the HOPE and Lifetime Learning credits, the
credit for interest on certain mortgages, and the D.C. homebuyer credit) may reduce both the
regular tax and the aternative minimum tax.? The earned income credit and the additional child
credit for taxpayers with three or more qualified children are refundable and thus are not limited
by the taxpayer's tax liability, but a taxpayer must reduce the amount of these credits by the
taxpayer's alternative minimum tax.?* For taxable years beginning before 2002, the additional
child credit is not reduced by the alternative minimum tax.

1 No adjustment is required if the taxpayer materially participatesin the activity that
relates to the research and experimenta expenditures,

22 Secs. 26(a), 29(b)(6